IT 98-0018-GIL 02/20/1998 SUBCHAPTER "S*® CORPORATIONS: SEE S CORPORATIONS

General Information Letter: Treatnment of Qualified Subchapter S
Subsi diaries and El ecting Small Business Trusts.

February 20, 1998
Dear :

This is in response to your letter dated February 18, 1998, in which you request
a letter ruling. Departnment of Revenue ("Department") regulations require that
the Departnent issue only tw types of letter rulings, Private Letter Rulings
("PLRs") and Ceneral Information Letters ("dLs"). PLRs are issued by the
Departnent in response to specific taxpayer inquiries concerning the application
of a tax statute or rule to a particular fact situation. A PLR is binding on
the Department, but only as to the taxpayer who is the subject of the request
for ruling and only to the extent the facts recited in the PLR are correct and

conmpl et e. GLs do not constitute statenments of agency policy that apply,
interpret or prescribe the tax laws and are not binding on the Departnent. For
your general information we have enclosed a copy of 2 IIl. Adm Code Part 1200

regarding rulings and other information issued by the Departnent.

Al t hough you have not specifically requested either type of ruling, the nature
of your question and the information provided require that we respond only with
a GL.

In your letter you have stated the foll ow ng:

FACTS:

In 1996, the taxpayer filed a consolidated federal and state incone tax
returns with seven wholly owned subsidiaries. The parent conpany is the
managenment conpany and is based in Illinois. There are two subsidiaries
(I''l'inois and xxxxxxx) which are food product manufacturers. The third
subsidiary is a transportation conpany based in Illinois and delivering
products to neighboring states. The fourth subsidiary nanages operations
of a food product manufacturer based in xxxxxxxx. This subsidiary's incone
is from managenent fees. The fifth subsidiary has invested in a
partnership based in XXXXXXXXX. The final two subsidiaries are foreign

entities and federal forns 5471 were filed for these entities in 19xx.

For the 1997 tax vyear, the taxpayer made a subchapter S election
recognizing the wholly owned subsidiaries as qualified subchapter S
subsi di ari es.

The sole shareholder of the S corporation is an electing small business
trust (ESBT). The ESBT has two 50% shar ehol ders.

Issues:
1) Does the state recogni ze the federal QSSS el ection?

2) If the state recognizes the federal QSSS election, how should the
transportation conpany be treated for apportionnment purposes? WII
assets be treated as based in the state where the garage is |ocated?

3) What taxes, if any, are due at the subchapter S corporation |evel?

4) Are estimated tax paynents due at the subchapter S corporation |evel?
5) W1l the state recognize the federal ESBT el ection?

6) If the state recognizes the federal ESBT election, at what rate and

on what account should the trust pay state taxes?



7) If the state recognizes the federal ESBT election, wll the S
corporation be required to wthhold state income tax from any
di stributions made to the sharehol der?

8) If the state recognizes the federal ESBT election, is the trust
responsi ble for making quarterly estinmated tax paynents?

Ruling

Tax Treatnment of Subchapter S Corporations

Section 201(a) of the Illinois Income Tax Act (the "IITA"; 35 ILCS 5/101 et
seq.) inposes the Illinois Income Tax on taxpayers earning or receiving incone
in or as a resident of Illinois. Pursuant to Section 201(b) of the IITA, this
"regular inconme tax" is inposed at the rate of 3% of net incone on individuals,
trusts and estates and at the rate of 4.8% on corporations. Section 205(c)

provides that "Subchapter S corporations" are exenpt from the regular incone
t ax.

Section 201(c) of the IITA inposes a Personal Property Tax Replacenent |ncone
Tax (generally referred to as the "replacenent tax") on "every corporation
(including Subchapter S corporations), partnership and trust" earning or

receiving income in or as a resident of Illinois. For corporations other than
Subchapter S corporations, the replacenent tax is inposed at a rate of 2.5% of
net incone. For Subchapter S corporations, partnerships and trusts, the

replacement tax rate is 1.5% See Section 201(d) of the IITA

"Net income" is conputed in the sanme manner for both regular incone tax and
repl acement tax purposes. The conputation of net income begins with federal
adjusted gross inconme for individuals and with federal taxable incone for all
ot her taxpayers. See Section 203 of the IITA Accordingly, any incone of a
Subchapter S corporation included in the federal taxable income or federal
adj usted gross inconme of one of its shareholders will be included in Illinois
net inconme unless it is deducted or allocated or apportioned to another state
under a specific statutory provision.

Section 803(a) of the IITA provides:

Every taxpayer other than an estate, trust, partnership, Subchapter S
corporation or farnmer is required to pay estimated tax for the taxable
year, in such ampbunt and with such fornms as the Departnent shall prescribe,
if the ampunt payable as estimated tax can reasonably be expected to be
nore than $250 or $400 for corporations.

Definition of "Subchapter S Corporation”

Section 1501(a)(28) of the Il TA provides:

The term "Subchapter S corporation" neans a corporation for which there is
in effect an el ection under Section 1362 of the Internal Revenue Code .

Section 1362 of the Internal Revenue Code permts a "small business corporation”
to elect taxation as a Subchapter S corporation. The term "small Dbusiness
corporation” is defined in Section 1361(b) of the Internal Revenue Code, which
provides, in part:

(3) TREATMENT OF CERTAIN WHOLLY OWNED SUBSI DI ARI ES. -- (A) | N GENERAL. - - For
purposes of this title--

(i) a corporation which is a qualified subchapter S subsidiary shal
not be treated as a separate corporation, and



(ii) all assets, liabilities, and itens of incone, deduction, and
credit of a qualified subchapter S subsidiary shall be treated as
assets, liabilities, and such items (as the case may be) of the S
cor poration.

(B) QUALI FI ED SUBCHAPTER S SUBSI DI ARY. - - For purposes of this paragraph, the
term "qualified subchapter S subsidiary" nmeans any donestic corporation
which is not an ineligible corporation (as defined in paragraph (2)), if--

(i) 100 percent of the stock of such corporation is held by the S
corporation, and

(it) the S corporation elects to treat such corporation as a
qual i fi ed subchapter S subsidiary.

Section 102 of the Il TA provides:

Except as otherwi se expressly provided or clearly appearing from the
context, any termused in this Act shall have the sane neaning as when used
in a conparable context in the United States Internal Revenue Code of 1954
or any successor law or laws relating to federal income taxes and other
provi sions of the statutes of the United States relating to federal incone
taxes as such Code, laws and statutes are in effect for the taxable year.

Section 1501(a)(4) of the IITA provides:

The term "corporation” includes associations, joint-stock conpanies,
i nsurance conpanies and cooperatives. Any entity, including a limted
liability conpany forned under the Illinois Limted Liability conpany Act,

shall be treated as a corporation if it is so classified for federal incone
t ax purposes.

Pursuant to Section 1361(b)(3) of the Internal Revenue Code, a qualifying
Subchapter S subsidiary ("QSSS') is not a separate corporation, but rather is
defined to be a part of its parent Subchapter S corporation for all purposes of
the Internal Revenue Code. Because this definition is expressly adopted by the
IlTA, a QSSS is not a separate corporation for Illinois income tax purposes.
Instead, the QSSS is by definition part of its parent Subchapter S corporation

and its assets, liabilities, and itens of incone, deduction, and credit nust be
included with the assets, liabilities, and itenms of incone, deduction, and
credit of its parent Subchapter S corporation in determining the Illinois incone
tax liabilities of the parent and its sharehol ders.

Taxation of Electing Small Business Trusts

Section 1361 of the Internal Revenue Code allows only certain persons to be
sharehol ders of a Subchapter S corporation. Section 1361(c)(2)(v) permts an
"electing small business trust" ("ESBT") to be a shareholder of a Subchapter S
corporation. Section 641(d) of the Internal Revenue Code provides that an ESBT

whi ch owns both Subchapter S corporation stock and other assets will be treated
as two separate trusts: one conprised of all Subchapter S corporation stock
owned by the ESBT and the other conprised of all other assets. O herwi se, an

ESBT is taxable pursuant to the sanme rul es governing other trusts.

Section 201(b)(3) of the IITA inposes the regular inconme tax on trusts at the
rate of 3% of net incone. Section 201(d) of the IITA inposes the replacenent
tax on trusts at the rate of 1.5% of net incone. In each case, net incone is
determ ned under Section 203(c) of the IITA by starting with federal taxable
i nconme, and making specific additions and subtractions. As provided in Section
102 of the IITA quoted above, the term "trust" has the sanme nmeani ng under the
I TA as it has under the Internal Revenue Code.

Section 803(a) of the IITA, quoted above, provides that trusts are not subject
to paynment of estimated taxes.



Appl i cation

Applying these statutory provisions to the facts described in your letter, the
answers to your specific questions are as foll ows:

1) Does the state recognize the federal QSSS election?

For purposes of the IITA, a Subchapter S corporation and each QSSS owned by t hat

corporation are treated as a single Subchapter S corporation.

2) IT the state recognizes the fTederal QSSS election, how should the
transportation company be treated for apportionment purposes? Will assets
be treated as based in the state where the garage is located?

In order to determ ne what portion of a corporation's business income is subject

to Illinois income taxation, Section 304 of the IITA provides different
apporti onnment formulae for use by insurance conpani es, by financial
organi zations, by transportation conpanies, and by all other businesses.
Because the Subchapter S corporation and each QSSS are treated as a single
Subchapter S corporation, the transportation conpany wll not be treated as a
separate corporation for purposes of determ ning which apportionment fornula to
use. The Subchapter S corporation and its QSSS wll determne which

apportionnment rules to use as if they were a single corporation.

3) What taxes, if any, are due at the subchapter S corporation level?

A Subchapter S corporation is subject to replacenent tax at the rate of 1.5% of
its net inconme, and is exenpt from regular inconme tax. The parent corporation
and its QSSS will conmpute the replacenent tax liability as a single Subchapter S
cor poration.

4) Are estimated tax payments due at the subchapter S corporation level?

Section 803(a) of the IITA expressly excludes Subchapter S corporations from
paynment of estinmated taxes.

5) Will the state recognize the federal ESBT election?

Yes.

6) IT the state recognizes the federal ESBT election, at what rate and on what
account should the trust pay state taxes?

In general, a trust will be subject to Illinois incone taxation if it is subject
to federal incone taxation, because the conputation of Illinois net incone
begins with the trust's federal taxable incone. The one tax characteristic
peculiar to an ESBT is that an ESBT may be treated as two separate trusts for
federal income tax purposes if it owns assets other than stock in Subchapter S
corporations, and an ESBT in that situation will be treated as two separate
trusts for Illinois purposes as well. Trusts with net incone are subject to
regular income tax at 3% and replacenment tax at 1.5% of that net incone.

7) IT the state recognizes the federal ESBT election, will the S corporation
be required to withhold state income tax from any distributions made to the
shareholder?



There is no provision in the IITA for withholding of state incone taxes from
distributions by a corporation to its sharehol ders.

8) IT the state recognizes the federal ESBT election, is the trust responsible
for making quarterly estimated tax payments?

Section 803 of the IITA expressly provides that trusts are not subject to
paynment of estinmated taxes.

As stated above, this is a G L which does not constitute a statenent of policy
that applies, interprets or prescribes the tax laws, and it is not binding on

the Departnment. If you wish to obtain a PLR which will bind the Departnment with
respect to the application of the law to specific facts, please submt a request
conforming to the requirenments of 2 IlIl. Adm Code Part 1200. Pl ease note

however, that a PLR cannot apply the law to a hypothetical situation and a PLR
is not binding with respect to a statement of facts which is inconplete or

i ncorrect. Accordingly, the Departnment does not ordinarily issue PLRs in
response to requests based on unsupported conclusions of fact or which are, in
effect, requests for determ nations of fact. G ven the inherently factua
nature of the issues in your inquiry, we believe it is unlikely that we will be

able to issue a PLRin this instance.

Si ncerely,

Paul S. Casel ton
Associ ate Chi ef Counsel -- Incone Tax

PC: pc



